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SUBJ: EXTENSION OF STERLING AGREEMENT 

REF: (A) HONG KONG 10001 
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1. HADDON-CAVE'S CONVERSATIONS WITH UK OFFICIALS AT COMMONWEALTH 
FINANCE MINISTERS MEETING ARE CHARACTERIZED HERE AS LITTLE MORE 
THAN CORRIDOR DISCUSSION. HKG IS RESIGNED TO MAINTAING 89 PERCENT 
ITS RESERVES IN STERLING BECAUSE AS A COLONY, IT HAS NO CHOICE. 

THE BANKS ARE NO LONGER COVERED BY GUARANTY SINCE SEPT 24 AND 
ARE ALREADY DIVERSIFYING. 

2. THERE IS LITTLE GOVERNMENT NEED DO AT THIS POINT. ONE REMAINING 
PROBLEM IS THAT 1 1 PERCENT PERMITTED NON-STERLING ASSETS (ALL OWNED 
BY GOVERNMENT) CALCULATED ON RESERVE BASE THAT INCLUDED COMMERCIAL 
BANK STERLING RESERVES BECOMES PERHAPS DOUBLE THAT PERCENTAGE WHEN 
COMPUTED ON OFFICIALLY OWNED RESERVES ALONE. TO QUALIFY 
NON-STERLING ASSETS EITHER WILL HAVE TO BE SOLD OFF OR HONG KONG 
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DOLLAR BALANCES CONVERTED INTO STERLING OR BOTH. 
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3. HKG STOPPED BANK ACCRUALS OF STERLING ELIGIBLE FOR GUARANTY ON 
JULY 6, 1972. STERLING FLOAT AGAINST US DOLLAR FEW WEEKS BEFORE 
COMBINED WITH THE HONG KONG GOVERNMENT S DECISION LINK ITS CURRENCY 
WITH US DOLLAR CREATED NEW SITUATION. GOVERNMENT'S 1968 GUARANTY 
TO BANKS WAS IN FORM FIXED EXCHANGE RATE BETWEEN STERLING AND HONG 
KONG DOLLAR. WITH FLUCTUATION OF HONG KONG DOLLAR STERLING RATE 
EXCHANGE FUND WAS LIABLE FOR ANY LOSS THAT BANKS MIGHT 

INCUR WITHOUT AN ASSISTANCE FROM UK TREASURY UNLESS STERLING/DOLLAR 
RATE FELL BELOW USS2.40/1. 

4. BANK'S STERLING ASSETS DECLINED IN FIRST HALF OF 1973 REFLECTING 
BALANCE OF PAYMENTS DEFICIT DURING THAT PERIOD. IN JULY WHEN IT 
BECAME CLEAR THAT HKG WAS GETTING NOWHERE WITH UK ON AN EXTENSION, 
THEY STARTED SELL FORWARD. AT THIS POINT IT IS NOT KNOWN HOW MUCH OF 
THE ROUGHLY 350 MILLION POUNDS HELD AT END OF JUNE HAVE BEEN 
CONVERTED OR WILL BE IN NEXT FEW MONTHS. IN GENERAL, SIX MONTH 
EXTENSION NOT REGARDED AS SUFFICIENT TO RUN RISK OF BEING HEAVILY 

IN STERLING AT END OF PERIOD WITHOUT ANY PROSPECT OF EXTENSION. 

5. MOREOVER, GOVERNMENT, AFTER PAYING A VERY SUBSTANTIAL SUM TO 
BANKS FROM EXCHANGE FUND UNDER GUARANTY THAT EXPIRED SEPT 24 IS NOT 
LIKELY TO RISK POSSIBILITY AGAIN THAT STERLING/HONG KONG DOLLAR RATE 
MIGHT DIVERGE FROM STERLING/DOLLAR RATE. THIS COULD HAPPEN IF 

BOTH DOLLAR AND STERLING DECLINED TO SUCH EXTENT VIS-A-VIS COMMON 
MARKET CURRENCIES AND YEN THAT HKG DECIDED TO APPRECIATE VIS-A-VIS 
DOLLAR AS ANTI-INFLATIONARY MEASURE. APPRECIATION HAS BEEN 
COURSE ADOPTED IN FACE OF TWO DOLLAR DEVALUATIONS AND DEPRECIATION 
OF STERLING. 

OSBORN 
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